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Summary

The Autumn Forecast predicts 4.4% GDP growth for this year; in the next two years the broad-based
economic growth will continue, hovering between 3% and 4%. The forecast is based on assumptions of
stable economic conditions at home and internationally and favourable expectations. The key drivers of
this year’s faster growth are the high growth of exports and the dynamics of government investment; this is
expected to increase this year after dropping substantially in 2016. In the next few years economic growth will
be increasingly affected by demographic factors, which will show particularly in lower growth in employment
and, consequently, in disposable income and private consumption.

The accelerated export growth is driven not only by stronger growth in foreign demand but also by the
improvement of export performance, which has been especially pronounced this year. This year growth in
foreign demand strengthened in most of Slovenia’s main trading partners. Export performance, which has
otherwise been rising ever since 2011, has thus improved significantly this year. Export growth will also remain
high in the next two years, when we expect similar growth in foreign demand and a further improvement in
export performance.

Domestic demand will remain a significant factor of growth in 2017-2019. Household consumption will
continue to be boosted by growth in disposable income amid favourable conditions on the labour market,
which has a favourable impact on consumer confidence. In the next two years, growth in private consumption
will otherwise be gradually slowing, primarily owing to the expected lower growth in employment. Investment
is expected to increase further. The rising demand and favourable conditions for investment (high profits and
low interest rates) will support growth in investment in machinery and equipment; amid the rebound in the
property market, we also expect growth in housing investment. After last year’s significant decline related
to the transition to the new EU financial perspective, general government investment will stop falling this
year, which will be reflected in a considerable acceleration of total investment growth in 2017. The otherwise
modest growth of government consumption will also continue in all three years.

The level of employment will be high, but employment growth will be increasingly affected by demographic
change. Rising in practically all sectors, employment will be up significantly this year (2.7%). A continuation
of favourable movements is also suggested by the indicators of expected employment, which remain at the
highest levels since the onset of the crisis. Unemployment will consequently drop further, to below 90,000
persons for the year as a whole. Over the coming years employment growth will be increasingly affected by
demographic factors, i.e. the expected contraction of the working-age population.

In 2017-2019 wage growth will remain moderate and will not exceed productivity growth. In the private
sector, the nominal growth in the average gross wage will arise from higher GDP growth and a further fall in
unemployment. The latter is also related to companies’ difficulties in finding skilled workers, which will put
upward pressure on wage growth. Wage growth is nevertheless expected to remain in line with productivity
growth, as wage formation in the private sector (the tradable sector in particular) will continue to reflect
companies’efforts to maintain competitiveness. In the general government, wage growth will remain high this
year and next, given the wage agreements between the social partners.

Inflation will hover around 2% in the next few years. After a period of low price growth/deflation, the growth
of domestic and foreign demand will boost the growth of service prices in particular, while — in the absence of
commodity shocks from abroad - price rises in energy and non-energy goods will remain moderate.

The current account surplus will remain high in 2017-2019 (at around 5% of GDP). The main reasons for the
high surplus in the next few years are the process of private sector deleveraging, which has been underway
for several years, and the still low level of domestic consumption, particularly investment; in the period of
rising foreign demand, the surplus was also attributable to the improvement in export competitiveness of
the tradable sector. The slight narrowing of the surplus this year is largely related to a deterioration in terms
of trade amid higher prices of oil and commodities than last year and, in part, to a larger deficit in primary and
secondary income. In trade in services, the surplus will continue to widen in the forecasting period, particularly
in transport and travel services.



4 Autumn Forecast of Economic Trends 2017

At the time of preparation of the Autumn Forecast, the risks to the baseline scenario associated with the
international environment are mainly on the upside. A further improvement in confidence in the EU gives
additional impetus to the cyclical upswing of economic growth in the EU. This could, consequently, be even
higher than assumed. The uncertainty in the domestic environment is mainly related to the dynamics of
private investment, which, with increased bank lending, could be even higher than projected in the baseline
scenario. On the other hand, government investment could be lower than in the baseline scenario, particularly
if the absorption of EU funds were to be lower than planned. The uncertainty surrounding the dynamics of
final consumption is related to favourable labour market developments, which could translate into higher
growth in household disposable income and, in turn, private consumption. Over the longer term, the highest
uncertainty is related to the way of dealing with demographic change, one of the key factors that will affect the
dynamics of economic growth and population welfare in the future.
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2017 Autumn Forecast of Slovenia’s main macroeconomic aggregates

Autumn Forecast
2016 (September 2017)
2017 2018 2019
GROSS DOMESTIC PRODUCT
GDP, real growth (%) 3.1 44 3.9 3.2
GDP, nominal growth (%) 4.1 5.8 5.9 5.0
GDP in EUR billion, current prices 40.4 42.8 453 47.5
Exports of goods and services, real growth (%) 6.4 8.8 7.5 6.1
Imports of goods and services, real growth (%) 6.6 8.9 7.7 6.3
External balance of goods and services (contribution to growth in pps) 0.5 0.7 0.6 0.5
Private consumption 4.2 33 3.0 2.3
Government consumption 25 1.1 0.9 0.9
Gross fixed capital formation -3.6 9.0 8.0 7.0
Change in inventories and valuables (contribution to growth in pps) 0.7 0.1 0.0 0.0
EMPLOYMENT, EARNINGS AND PRODUCTIVITY
Employment according to the SNA, growth in % 1.9 2.7 1.7 0.9
Number of registered unemployed, annual average (in '000) 103.2 89.1 82.2 79.5
Registered unemployment rate (%) 11.2 9.5 8.7 84
ILO unemployment rate (%) 8.0 6.8 6.2 5.8
Gross earnings per employee, nominal growth (%) 1.8 2.7 3.6 3.6
Gross earnings per employee, real growth (%) 2.1 1.2 2.0 1.5
- private sector 1.9 13 1.8 1.9
- public sector 2.6 1.5 2.5 0.7
Labour productivity (GDP per employee), real growth (%) 1.1 1.6 2.2 23
BALANCE OF PAYMENTS STATISTICS
Current account balance (EUR bn) 2.1 2.0 23 25
-as a % of GDP 5.2 47 5.1 53
PRICES
Inflation (Dec/Dec) 0.5 1.7 1.9 2.1
Inflation (annual average) -0.1 1.5 1.6 2.1
ASSUMPTIONS
Foreign demand, real growth (%) 39 4.6 4.7 4.7
GDP in the euro area, real growth in % 1.8 19 1.8 1.5
Oil price (Brent crude, USD/barrel) 45 51 52 52
Non-energy commodity prices (USD), growth -2.0 7.5 2.1 0.8
USD/EUR exchange rate 1.1 1.13 1.18 1.18

Sources: For 2016 SURS, BoS, ECB and EIA; for 2017-2019 IMAD forecasts.
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1. Assumptions of the 2017 Autumn
Forecast of Economic Trends

1.1. International environment

In preparing the forecast, we assumed an improvement
of economic conditions in most of Slovenia’s main
trading partners. According to forecasts by international
institutions, GDP growth in the euro area will be
hovering between 1.5% and 1.9% in 2017-2019. It will
be driven by both domestic and foreign consumption.
Private consumption is set to increase amid a further
improvement in labour market conditions; a further
recovery of investment is also expected. Export growth
will strengthen further, consistent with the projected
growth of the global economy. Optimism regarding
further growth and the continuation of the ECB's

2011 2012 2013 2014 2015 2016 2017 2018 2019

Figure 1: GDP in the euro area
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expansionary policy are reflected in the improvement of
lending conditions for enterprises and households and,
consequently, in higher credit flows. Among Slovenia’s
main trading partners outside the euro area, favourable
economic growth is expected to continue in Croatia,
while economic activity in Russia will rebound after last
year'’s stagnation, particularly owing to the higher prices
of commodities.

The Autumn Forecast is based on the technical
assumption’ of relatively stable oil and commodity
pricesinthe nexttwo years. Afterrising at the end of 2016,
oil prices fell again in the spring months. In preparing the
forecast, we assumed the average Brent crude price to
be USD 51 per barrel in 2017, which is lower than in the
Spring Forecast. Based on price movements on futures
markets, it is assumed to maintain a similar level in the
next two years.

Figure 2: Oil and non-energy commodity prices
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Sources: ECB and EIA; calculations by IMAD. Note: The line
indicates the annual average taking into account the
assumptions of the forecast.

Table 1: Assumptions about economic growth in Slovenia’s main trading partners

2017 2018 2019
Real growth rates,
%) 2016 March September March September September

2017 2017 2017 2017 2017
EU 1.9 1.7 2.0 1.7 1.9 1.8
Euro area 1.8 1.6 1.9 1.6 1.8 1.5
Germany 1.9 1.6 1.8 1.6 1.8 1.5
Italy 0.9 0.9 1.1 1.0 1.0 1.0
Austria 1.5 1.5 2.0 1.5 1.7 14
France 1.2 13 1.5 1.5 1.6 1.6
Croatia 29 29 2.8 25 2.7 2.6
Russia -0.2 1.0 14 13 1.5 1.6

Sources: Eurostat (for 2016); Consensus Forecasts, August 2017; Eastern Consensus Forecasts, August 2017; EC Spring Forecast, May 2017; ECB staff macroeconomic projections, June

2017; IMF World Economic Outlook Update, July 2017; IMAD estimate.

" The oil price assumption is based on average futures prices between 1 and 23 August 2017; the assumption for non-energy commodity prices is made on

the basis of estimates by international institutions.
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Table 2: Assumptions about oil and non-energy commodity prices and the USD/EUR exchange rate

2017 2018 2019
2016 March September March September | September
2017 2017 2017 2017 2017
Brent crude price (USD) 448 56.3 51.4 56.4 523 52.8
Brent crude price (EUR) 40.4 52.7 45.7 52.8 44.4 449
Non-energy commodity prices (USD), growth -2.0 5.0 7.5 1.0 2.1 0.8
USD/EUR exchange rate 1.107 1.067 1.128 1.068 1.178 1.178

Sources: EIA, IMF, ECB, CME, IMAD estimate. The assumptions are made on the basis of the average values between 1 and 23 August 2017.

1.2.  Sources of finance

This year lending to enterprises has started to increase,
while growth in household loans has strengthened
further. Favourable economic conditions are reflected
in higher demand for loans, and the creditworthiness of
borrowers is improving. For the first time in six years, the
volume of corporate loans began toincrease in the second
half of 2016. We assess that enterprises started to take out
more investment loans and loans for financing current
operations and fewer loans for refinancing existing
liabilities than in previous years. The volume of bank
loans is expected to expand further, but enterprises will
- to a greater extent than before the financial crisis - be
financing their operations using internal resources (saved
assets and capitalisations) and by issuing debt securities.
The growth of household loans has strengthened further
this year, this for both housing and consumer loans.

Figure 3: Change in loan volume
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Source: BoS; calculations by IMAD.

The situation in the banking system continues to
improve. Loan growth has slowed the decline in net
interest receipts, but interest rates have remained low.
The share of non-performing claims in the total exposure
(currently around 5%) continues to fall; possibilities
for a further decline arise mainly from further sales of
claims and the restructuring of small and medium-sized
enterprises. The structure of bank liabilities has also

changed significantly, with liabilities to foreign banks
accounting for only slightly more than 5% of the banks’
total assets (compared with more than 35% in 2008).
Meanwhile, the share of deposits held by non-banking
sectors rose substantially, to more than two thirds,
but as overnight deposits predominate, their maturity
structure is unfavourable, which we estimate is chiefly a
consequence of low interest rates.

1.3. Public finance

The Autumn Forecast assumes a further improvement
in the general government balance in the next few
years, consistent with the guidelines of economic policy.
The general government deficit continues to decline
in 2017, reflecting favourable economic conditions,
the retention of the remaining measures that contain
expenditure growth, and low expenditure on investment
(related to the still very modest absorption of EU funds
from the new 2014-2020 financial perspective). The
forecast takes into account a further improvement of the
general government balance in the coming years, which
will mainly be due to cyclical factors. As a result of the
relaxation of part of the measures relating to earnings
and social benefits and transfers, these expenditure
categories are expected to increase at the fastest pace.

Figure 4: Consolidated balance of public financing
according to the cash-flow methodology (GFS)
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The improvement on the expenditure side will thus be
attributable to a decline in interest expenditure and
the containment of other, more flexible, categories.
This will be reflected particularly in moderate growth
in expenditure on goods and services amid further
implementation of centralised public procurement. With
the foreseen increase in the absorption of EU funds,
we expect general government investment to expand
gradually in the following years.

2. Forecast of economic trends in
Slovenia
2.1. GDP - consumption aggregates

In 2017 economic growth will strengthen (4.4%) relative
topreviousyears;inadditionto furthergrowthinexports
and private consumption, we also expect an increase in
investment. GDP was up 4.7% year on year in the first
half of the year and the available activity and confidence
indicators indicate a continuation of favourable trends
for the rest of the year. This year’s increase in economic
growth will be mainly driven by significantly higher
export growth than last year, which is attributable not
only to stronger growth in foreign demand, but also to
the improvement in export performance. With a notable
improvement in labour market conditions, household
disposable income will continue to increase. Amid high
consumer confidence, this will contribute to further
growth in private consumption. This year’s increase in
GDP growth relative to 2016 (3.1%) is also considerably

Box 1: The first annual estimate of 2016 GDP growth

In August SURS published the first annual estimate of real
GDP change in 2016 (3.1%), which is 0.6 of a percentage
point higher than the first estimate based on quarterly
accounts (2.5%).? Statistical offices tend to revise their
estimates of past economic activity when more data become
available. The changes in individual components of GDP
are often more significant than those for GDP as a whole.
In consumption aggregates, the largest upward revision of
2016 data was made for private consumption and the only
downward revision for gross fixed capital formation. On the
production side, the largest upward revisions compared with
the first release were recorded for construction (—4.4% from
—12.3%) and financial and insurance activities (2.9% from
—2.0%), and the largest downward revision for information
and communication activities (0.3% from 2.4%). The release
of the first annual estimate for 2016 and the revision of data
for 2012-2015 thus changed the starting points for the
preparation of this forecast.
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influenced by the dynamics of government investment,
whose decline reduced economic growth by 1.6 pps last
year. This year government investment is expected to
grow, which will be reflected in a significant acceleration
of total in investment in 2017 amid even stronger growth
in private investment in machinery and equipment and
a revival of housing investment. Owing to the increase
in employment in the general government sector
and expenditure on goods and services, government
consumption will also increase this year, albeit modestly.

Figure 6: Change in consumption aggregates in 2016

W First estimate by SURS (March 2017)
m First annual estimate by SURS (Aug. 2017)

6.6
59 04 62
6
4.2
4 3.1
° .
g 28 26 25 25
g2
=)
- I II II " m
e
£, C
©
191
-3
>2 I
4 3.1
-3.6
-6 c = C c %) ©n o '
o c o <] ° ° [a) “ S
= T S - 3] o wn o} S
L3 £o ISR} o9 S 0z 8
© x £ (S o .= 5 .=
S E cE S E « = « 3 c
s 3> o > S ° g SR Q£ =
a2 22 g = 0w @ n & S5 n
c c —_ + = s o
S S o =i =] = £ 29
v} O o K= o c o c S
ol g Q © Oc 8
g o E ©

Source: SURS.

2 SURS released a routine annual revision of data on GDP for the 2012-2016 period.
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In the next two years the broad-based economic growth
will continue, hovering between 3% and 4%. The strong
growth of exports will reflect the strengthening of foreign
demand and the continued favourable competitive
position of the tradable sector. The rising demand
will contribute to a further increase in investment in
machinery and equipment, while favourable borrowing
conditions and rising disposable income will boost
housing investment. Other construction investment
will also continue to increase, including that related to
the planned absorption of EU funds. Favourable labour
market conditions will remain the main factor of growthin
disposable income and, in turn, household consumption.
In both years we also expect a continuation of modest
growth in government consumption.

Figure 7: Slovenia’s GDP - expenditure structure

Private consumption
mmmm Gross fixed capital formation
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—o— Real GDP growth (right axis)
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Private consumption will continue to increase,
reflecting further growth in disposable income and
high consumer confidence. Disposable income will
increase as a result of further growth in employment
and earnings in the private and the public sector and
higher social benefits and transfers.> With consumer
confidence significantly above the long-term average,
the consumption of durable goods will continue to rise.
Its growth has already been strengthening for the fourth
year in a row. Stronger growth will also be recorded for
the consumption of other goods and services (over 90%
of total consumption), which started to recover more
noticeably last year. Reflecting further growth in all main
components of disposable income, private consumption
will continue to rise in the next two years, but its growth

Figure 8: Household consumption, the wage bill and
consumer confidence indicator
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Table 3: Forecast for economic growth
2017 2018 2019
Real growth rates
%) 2016 March September March September | September
2017 2017 2017 2017 2017
GDP 3.1 3.6 4.4 3.2 3.9 3.2
Exports 6.4 6.0 8.8 5.1 7.5 6.1
Imports 6.6 6.5 8.9 5.6 7.7 6.3
Externa{ balance of goods and services (contribution to 05 0.2 0.7 o1 06 05
growth in pps)
Private consumption 42 35 33 2.7 3.0 23
Government consumption 25 1.0 1.1 0.9 0.9 0.9
Gross fixed capital formation -3.6 7.0 9.0 7.0 8.0 7.0
Change-/n inventories and valuables (contribution to 07 01 0.1 o1 00 0.0
growth in pps)

Source: SURS; 2017-2019 forecasts by IMAD.

3 In the area of social transfers, an amendment entered into force in 2017 which abolished encumbrances on real estate titles and the obligation to return the
benefits received for those beneficiaries of cash social assistance/income supplement who owned a flat/house worth less than EUR 120,000. A 100% subsidy
for primary and secondary school meals for the 2nd and 3rd classes of child benefit recipients was introduced. The payment of child benefits in the 7th and
8th income classes will resume as of 1 January 2018, meaning that the amounts of child benefits in all income classes will be raised to the level before the
enforcement of the ZUJF. This year pensions were adjusted according to the pension indexation formula stipulated by law; they will also be fully adjusted next
year. Furthermore, the minimum pension for people who have completed 37-40 years of service and the annual pension supplement were raised in 2017.
Next year the annual pension supplement will be even higher (returning to the level from 2011).



will gradually slow, largely owing to the expected lower
growth in employment (see 2.3, “Employment and
unemployment”).

The growth of government consumption is expected
to be low in the forecasting period. The projected 2017
growth (1.1%) arises mainly from further employment
growth in the general government sector and the growth
of spending on goods and services, though this remains
moderate. Similar trends are also expected for 2018 and
2019.

Investment activity will pick up strongly this year; it is
also projected torise in the next two years. Government
investment will rebound in 2017 after falling sharply
last year. In addition to stronger growth in private
investment, this is the key reason for the significantly
higher total investment compared with last year. Amid
improved economic conditions and lower uncertainty,
the growth of private investment reflects corporate
profits, low interest rates and a significantly lower level of
corporate indebtedness than in previous years. The high
capacity utilisation is conducive to investment, for now
mainly in the tradable sector. We also expect a rebound
of investment in the non-tradable sector, which lags the
most behind pre-crisis levels. Housing investment also
revived this year, reflecting increased demand for real
estate, growth in household disposable income and
favourable borrowing conditions; it is also expected to
increase in the next two years.

Figure 9: Capacity utilisation in manufacturing and the
expected order book in construction

Capacity utilisation in manufacturing (left axis)
Expected order book in construction (right axis)
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“The decline in government investment in 2016 contributed —8.5 pps to
total investment change (—3.6%), according to our estimate.

° Export performance is calculated as the ratio of Slovenia’s real exports
of goods and services to the real imports of goods and services of the
trading partners weighted by Slovenia’s shares of exports to these
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Export growth will strengthen this year amid higher
growth in foreign demand and the improving
competitiveness of exporters; it will also remain high
in 2018 and 2019. This year’s rise in foreign demand
is mainly due to higher demand on EU markets and, in
part, from Russia. Export performance,® which has been
rising since 2011, is also expected to improve further.
Over the entire forecasting period, we thus expect a
continuation of export growth across all main groups of
manufactured goods. It will mainly be driven by exports
of more technology-intensive goods, which account
for more than half of total goods exports. Particularly
exports of motor vehicles are expected to accelerate in
2017, given the start of production of a new car model.
Exports of services will also increase further. Their growth
will continue to be driven by exports of transport, travel
and business services.

The growth of imports will remain high in 2017-2019
amid further relatively strong growth of exports
and domestic consumption. This year’s strengthening
of merchandise export growth will be attributable
primarily to stronger activity in manufacturing. Imports
of consumer and investment goods will also increase
with faster growth in household consumption and
investment in machinery and equipment. In the next
two years the growth of merchandise imports will slow
slightly, consistent with the expected lower growth
in manufacturing and domestic consumption. Similar
dynamics are also projected for imports of services,
where growth will remain broad-based. Like export
growth, it will be mainly underpinned by imports of
business and transport services. With higher growth in
private consumption, we also expect higher spending by
Slovenian tourists abroad.

Figure 10: Exports of goods and services and foreign
demand

10 Exports of goods and services ——Foreign demand*

Real growth, in %
D

2011 2012 2013 2014 2015 2016 2017 2018 2019

Forecast
Source: SURS, EC and IMF; forecast and calculations by IMAD.
Note: * Real imports of goods and services of Slovenia's trading
partners weighted by Slovenia's share of exports to these
countries.

countries. We estimate that the relatively high export performance (2.5%
last year) increased to more than 3% in the first half of this year.
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2.2. Employment and unemployment

The level of employment will be high; employment
growth will be increasingly affected by demographic
change. Employment,® which has been rising since the
end of 2013, increased significantly in the first half of
the year as a result of the continuation of broad-based
economic growth and favourable economic prospects. In
the first six months of 2017 employment strengthened
further in most private sector activities. It also continued
to grow in employment activities. The indicators of
expected employment point to a continuation of
favourable trends in the second half of the year. Against
a background of rising foreign demand, in the next
two years employment will continue to rise in activities
related to exports, while higher domestic consumption
will continue to support growth in market services that
are focused on the domestic market. With the expected
revival in investment, employment growth will also be
recorded in construction. The loosening of restrictions
on hiring in 2016 has contributed to the growth of
employment in the general government sector. Over the
coming years, employment growth will be increasingly

With growth in employment and economic activity,
registered unemployment will decline further in
2017-2019. The decline in the number of registered
unemployed in the first eight months of 2017 was
even more pronounced than last year, the main reason
being the outflow into employment at the beginning
of the year. The inflow into unemployment continues to
decline gradually, owing to fewer job losses and a smaller
number of first-time jobseekers.® At the end of August
83,843 persons were registered as unemployed, 14.5%
fewer than in the previous August. Similarly favourable
trends are also expected for the rest of the year. Under the
impact of employment growth and demographic change
(larger outflows from unemployment into retirement and
hiring to replace retirees), unemployment will continue to
fall in the next two years. The decline will slow, however,
as the unemployment rate gradually approaches the
natural rate (see also Section 4).

Figure 12: Number of employed and number of
registered unemployed
—— Employment according to the national accounts statistics (left axis)

—— Registered unemployed* (right axis)
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Table 4: Forecasts for employment and unemployment
2017 2018 2019
% 2016 March September March September | September
2017 2017 2017 2017 2017
Employment according to the SNA, growth 1.9 2.2 2.7 1.5 1.7 0.9
Number of registered unemployed, annual average 103.2 90.2 89.1 84.9 82.2 79.5
Registered unemployment rate 11.2 9.7 9.5 9.1 8.7 8.4
ILO unemployment rate 8.0 7.0 6.8 6.4 6.2 5.8

Source: SURS; 2017-2019 forecasts by IMAD.

¢ Employment according to the national accounts statistics.

7 For more on the impact of demographic trends on the labour market, see IMAD’s Spring Forecast of Economic Trends 2016 (March 2016), Box 1, p. 16.
8This is in our view due to smaller generations of young people finishing school and better job prospects at the transition from school to the labour market.
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2.3. Earnings Figure 13: Average gross earnings per employee and
productivity in the private sector

In 2017-2019 wage growth will remain moderate and —— Gross earnings per employee in private sector activities

will not exceed productivity growth. The improvement —— Productivity in private sector activities

in labour market conditions is reflected in growth in
employment rather than wages, as wage growth remains
moderate (see Box 2). In the private sector, growth in the
average gross wage is driven by economic growth and
consequent good business results. Earnings were up
year on year in almost all activities. Like in the previous
few years, outstanding growth levels were recorded
particularly in industry (including manufacturing
activities). More vigorous growth was also seen in service
activities. In the next few years wage growth in the
private sector will continue to reflect the strengthening
of economic activity, the decline in unemployment
and hence limitations in seeking qualified workers in
certain segments of the economy. Wage growth will

Year-on-year nominal growth, in %
N

nevertheless remain in line with productivity growth, in . ¥ = X & 2| r =2 o
imati ian ; f & & & K& ® |’ R’ §
our estimation, as wage formation in the private sector . )
orecas

(the tradable sector in particular) will continue to reflect
companies’ efforts to maintain competitiveness. In the
general government sector, wage growth will remain
relatively high this year and next, following the latest
wage agreements between the social partners.’

Source: SURS; calculations and forecast by IMAD.

Box 2: Determinants of private sector wage growth

Wage growth has remained moderate in Slovenia in Figure 14: Decomposition of nominal average gross
the last few years despite economic growth and the wage in private sector activities

marked improvement in labour market conditions.”” The — Sii(::]:ILyment e % E:*;Z'Sg’tm;t in industry
decomposition' of nominal wage growth shows that the Inflation Wage

modest growth in the last few years mainly reflects the low o Reference wage 0
growth of prices and productivity. In the last two years the

impact of inflation on wage growth has even been slightly 8 8
negative, consistent with disinflation and deflation, while the §

contribution of productivity has been modest, given its weak % 6 6
growth. In the last few years average-wage movements have 2

also been negatively affected by changes in employment é 4 4
structure, as relatively more jobs have been created in sectors g 5 5
with below-average wages (the structural effect). The key 3

determinant of wage growth in the last two years was thus T o LY

the fall in unemployment. Given the impact of demographic 2

change and the fact that more and more enterprises report g 2 2
the shortage of (skilled) workforce as the main limiting S “ y
factor to business operations, it will remain an important

driver of wage growth in the future. Stronger wage growth 5 6
could, however, be achieved primarily by higher growth 8 § 8 § % E = =2 E ° \f =
prOd UCtiVity' ° o ngrcerRgEurcztat, f?)recit byiVlADc.j °°

1% A lower-than-expected wage growth is also typical for other EU Member States (for more see the ECB’s Economic Bulletin, Issue 3/2016).

"' The decomposition is based on the estimation of the wage Phillips curve as in the model used by the ECB (2012, 2015 and 2016), OECD (2014) and EC
(2015). In the model, the dependent variable is the year-on-year growth of the nominal gross wage per employee, while the explanatory variables are the
lag of the dependent variable, the year-on-year growth of prices, the year-on-year growth of productivity per employee, the year-on-year change in the
unemployment rate and the year-on-year change in employment in manufacturing. We used quarterly data covering the period from 1999 to the first half
of 2017. The contributions of individual factors are calculated on the basis of long-term coefficients. All variables have correct signs. The model explains
more than 93% of the variance in the dependent variable. Standardised tests indicate that there is no autocorrelation or heteroscedasticity in the model;
the residuals are distributed normally.

2 With the agreement concluded at the end of 2016, certain austerity measures were extended into 2017 and 2018 (the freeze on the disbursement of
regular work performance bonuses, restrictions on the payment of bonuses for increased workload, and the payment of promotion raises with earnings for
December). Only for 2017 was a gradual selective loosening of two measures related to the growth of labour costs (not wages) agreed, i.e. the payment of
holiday allowances and premiums for collective supplementary pension insurance. Wage anomalies will also be removed, this to be achieved in two steps, first
for employees with lower earnings (the Agreement on Measures for Labour Costs and Other Measures in the public sector (Dogovor o ukrepih na podrocju
stroskov dela in drugih ukrepih v javnem sektorju), Official Gazette of the RS, No. 88/2016). An agreement on the suspension of strike activities between the
government and doctors was also reached.
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Table 5: Forecasts for growth in average gross earnings per employee

2017 2018 2019
Growth rates
%) 2016 March September March September | September

2017 2017 2017 2017 2017
Gross earnings per employee — nominal 1.8 33 2.7 33 3.6 3.6
- private sector 1.7 33 2.8 33 34 4.0
- public sector 23 35 3.0 3.6 4.1 2.8
Gross earnings per employee - real 1.9 15 1.2 1.7 2.0 1.5
- private sector 1.8 15 13 1.7 1.8 1.9
- public sector 24 17 1.5 2.0 2.5 0.7

Source: SURS; 2017-2019 forecasts by IMAD.
Table 6: Inflation forecast
2017 2018 2019
% 2016 March September March September | September

2017 2017 2017 2017 2017
Inflation — Dec./Dec. 0.5 2.1 1.7 1.9 1.9 2.1
Inflation — annual average -0.1 1.8 1.5 1.6 1.6 2.1

Source: SURS; 2017-2019 forecasts by IMAD.
24. Inflation 2.5. Current account of the balance of
payments

Inflation will hover around 2% in the next few years.
After a period of low price growth/deflation, the growth
of domestic and foreign demand will boost particularly
the growth of service prices. Price rises in energy and
non-energy goods will remain moderate in the absence
of commodity shocks from abroad.

Figure 15: Inflation, import prices and inflationary
expectations of consumers
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The current account surplus will remain high in
2017-2019 (at around 5% of GDP). The high surplus
in the next few years reflects several years of private
sector deleveraging and the still low level of domestic

Figure 16: Decomposition of the change in the nominal
international trade balance
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Source: SURS; calculations by IMAD.



consumption, particularly investment; in the period of
rising foreign demand, the surplus was also attributable
to the improvement in export competitiveness of the
tradable sector. The slight narrowing of the surplusin 2017
will be a consequence of a smaller surplus in merchandise
trade and higher net outflows of primary and secondary
income. This year’s decline in the surplus in merchandise
trade will mainly be driven by price factors, as after four
years of favourable export/import price trends,'> the
terms of merchandise trade will deteriorate by 1.0% this
year; this will reduce the surplus in merchandise trade
by around EUR 200 million. Assuming that the terms of
trade remain unchanged, the surplus in merchandise
trade will increase again, however, mainly as a result of
the continuation of favourable export trends. In trade
in services, the surplus will continue to widen in the
forecasting period, particularly in transport and travel
services. The deficit in primary income will increase
this year and next, the main reason being higher net
outflows of capital income (higher net outflows of
direct investment equity and net payments of interest
on external debt). The deficit in secondary income will
increase this year on the back of higher net payments
of private sector transfers abroad and then remain at a
similar level in 2018 and 2019.
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3. Risks to the forecast

At the time of preparation of the Autumn Forecast,
the risks to the baseline scenario associated with the
international environment are mainly on the upside. A
greater confidence in the EU gives additional impetus
to the cyclical upswing of economic growth in the EU.
Growth could therefore be even higher than assumed.
The uncertainty in the domestic environment is mainly
related to the dynamics of private investment, which,
with increased bank lending, could even be higher than
projected in the baseline scenario. On the other hand,
government investment could be lower than in the
baseline scenario, particularly if the absorption of EU
funds were to be lower than planned. The uncertainty
surrounding the dynamics of final consumption is related
to favourable labour market developments, which could
translate into higher growth in household disposable
income and, in turn, private consumption. Over the
longer term, the greatest uncertainty is related to the
way of dealing with demographic change, one of the key
factors that will affect the dynamics of economic growth
and welfare in the future.

Table 7: Forecast for the current account balance (the balance of payments statistics)

2017 2018 2019
2016 March September March September | September
2017 2017 2017 2017 2017
Current account, in EUR million 2,108 1,911 2,013 1,906 2,296 2,538
Current account, as a % of GDP 5.2 4.6 4.7 44 5.1 53

Source: BoS; 2017-2019 IMAD forecast.

'2In 2013-2016 the surplus in merchandise trade also rose sharply as a result of better terms of trade, which, owing to the fall in energy and other primary
commodity prices, contributed around EUR 800 million to the change. The improvement in the terms of trade was reflected in a larger operating surplus of
companies, which had lower operating costs because of the fall in import prices. Moreover, the fall in import prices was partly passed on to selling (i.e. export)

prices.
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4, Output gap and potential GDP
growth

The estimates on the basis of the Autumn Forecast
indicate that Slovenia is transitioning into positive
output gap territory.”® Output gap estimates, which
identify the cyclical position of the economy, play a
significant role in monitoring the fulfilment of fiscal
objectives. Together with the general government debt
and the indicator of medium-term fiscal sustainability,
the output gap helps determine the amount of structural
deficit reduction required. Owing to factors that affect
the calculation of potential growth and revisions of
past growth estimates and GDP forecasts, the output
gap is an unstable macroeconomic indicator, since its
value has changed significantly in recent years following
new calculations.” After being in negative output gap
territory since the beginning of the crisis, Slovenia will
move into positive territory this year, according to our
estimate. Wage growth remains moderate and below
productivity growth, lending activity has started to
rebound after a long period of decline, the surplus on
the current account of the balance of payments remains
high while inflationary expectations are relatively low. In

Figure 17: Output gap, a comparison of calculations by
IMAD and the EC

—— IMAD (September 2017)
— — - IMAD (March 2017)

EC (May 2017)
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> The output gap, the difference between actual and potential GDP
expressed as a percentage of potential GDP, is one of the main indicators
used by the EC to assess the cyclical position of the economy.

" The output gap estimates by IMAD and the EC for the next two years
have been revised by in an interval of 1.0 pp in the last two years (for more
on the impact of this type of change on compliance with SPG rules, see
IMAD, Economic Issues 2016, p. 20).

5 Potential GDP (and its growth) from a macroeconomic perspective.
Potential output is therefore not the maximum possible output of an
economy but rather the output an economy can achieve without creating
inflationary pressures. This means that output is often higher than potential
output. IMAD’s calculation of potential GDP growth uses a production
function method whose basic attributes do not differ from the EC's
approach. The disparities between the calculations by IMAD and the EC are
largely the result of different periods of forecast since IMAD’s assessments

2018 and 2019 the output gap will hover around 1.5%.
However, exceeding the 1.5% threshold would mean a
transition into the good phase of the economic cycle as
defined by the EC, which would have an impact on the
size of the structural deficit reduction required.

Potential GDP growth is expected to be at 2.3% in 2017
and then gradually increase to 3%." In light of the
better economic outlook, expected potential growth is
higher than in previous forecasts and indicates that the
more-than-ten-year period of relatively weak potential
GDP growth is gradually coming to an end. The long-
term effect of the crisis is reflected in a lower level of
potential GDP (Figure 18). The greatest contribution to
potential growth will come from total factor productivity.
It will be increasing in 2017-2019 and reach the pre-
crisis level. Despite the negative contribution of the
decline in the working-age population (-0.2 pps), the
average contribution of labour will be positive (0.6 pps).
This is mainly related to the improvement in labour
market conditions and forecasts, all of which raises the
positive contribution of the activity rate to 0.7 pps in
the 2017-2019 period. The contribution of the number
of hours worked per employee to potential growth over
the forecast horizon is slightly positive (0.1 pps). The
natural unemployment rate will gradually decline to a
level similar to that in the years before the crisis (around
6.5%). Because of the low level of gross fixed capital

Figure 18: GDP, potential GDP (index 2007=100) and
potential GDP without the crisis (potential GDP
growth since 2007 according to the average rate of
growth in 1999-2005)
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are based on forecasts for a longer period (t+6), while the EC forecasts are
made for a significantly shorter period (t+2). The disparities in output gap
estimates also arise from the differences in the forecasts of macroeconomic
indicators and certain input data (IMAD uses revised August data from SURS
and updated demographic projections calculated by a microsimulation
model by the IER (source: SURS); moreover, in the series of data on
employment according to national accounts statistics, IMAD’s calculations
also take into account a correction for the break in the data series in 2002).
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formation, the contribution of capital — the main factor in
potential growth before the crisis — will average only 0.3
pps in 2017-2019, despite a significant increase. With the
continuation of favourable developments in gross fixed
capital formation, we also expect a gradual increase in
the contribution of capital.

Figure 19: Change in potential GDP - comparison of
calculations by IMAD and the EC
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EC(May 2017)
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Source: SURS; calculations by IMAD and EC.

Figure 20: Contributions of individual components to
potential GDP growth
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Acronyms

Acronyms in the text

CCIS —Chamber of Commerce and Industry of Slovenia, ECB — European Central Bank, EIA — Energy Information Administration,
EC - European Commission, ESS — Employment Service of Slovenia, EU - European Union, GFS - Government Finance
Statistics, HICP — Harmonised Index of Consumer Prices, ICT - Information and Communication Technology, IER- Institute
for Economic Research, IMAD - Institute of Macroeconomic Analysis and Development, IMF - International Monetary Fund,
KDPZ - Collective Supplementary Pension Insurance, MF — Ministry of Finance, NAWRU - Non-Accelerating Wage Rate
of Unemployment, OECD - Organization for Economic Co-operation and Development, RS - Republic of Slovenia, SGP -
Stability and Growth Pact (SGP), SRE - Statistical Register of Employment, SURS - Statistical Office of the Republic of Slovenia,
UL - Official Gazette.
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